
To the extent that the Commission accepts that each of the above sources of
competitive pressure do and will continue with even greater force to present substitutes for
LEC services (as the industry realigns and technology continues to facilitate integrated wired
and wireless offerings of voice, video, and data) then market concentration decreases, and
market power exercise is unlikely to be anything more than a near term concern. Even if,
for whatever reason, the Commission ultimately excludes one or more of the above-listed
competitive sources from today's relevant market, the Commission's assessment of whether a
LEC can exercise market power in the emerging market of the future must include careful
consideration of these applicable commercial realities. The needed transitional regulatory
framework that offers a road map to the operation of competitive markets must take account
of the fact that these various sources are becoming closer and closer substitutes for LEe
services now subject to price caps.

VI. USTA Access Refonn Proposal is Conservative Under Antitrust Principles

The United States Telephone Association ("USTA") has proposed a near term
alternative regulatory plan to enable LECs to qualify to operate with less pricing restriction
in those geographic areas and for those services for which LECs confront actual competition.
~ RM-8356, USTA Petition For Rulemaking, Reform of the Interstate Access Charge
Rules, filed Sept. 17, 1993. The USTA proposal turns on the concept of "addressability,"
which essentially questions whether LEC customers have alternative suppliers. USTA starts
with the Commission's zone price plan, and designates zones as "Initial Market Areas II

("IMA"). IMA's would operate under the price caps structure much as it exists today.
USTA then suggests a focus on LEC wire center serving areas to evaluate competitive
circumstances. If an alternate supplier of access services is present (in close enough
proximity to readily extend service to LEC customers), then a wire center is eligible to be
contained in a redefmed area known as a "Transitional Market Area" ("TMA"). An
Expanded Interconnection arrangement with a competitor under the Commission's rules, of
course, would create the existence of an alternate supplier. In a TMA, the LEC would
receive modest enhanced flexibility: to lower prices (15 %); to respond to customer RFP's
on a custom contract basis (like AT&T Tariff 12); to notice tariffs in a somewhat abbreviated
period; and to introduce new services under a net revenue test. Finally, if the alternative
supplier has the ability to serve a significant amount of the market (25 % of a LEC wire
center interstate access demand), and significant customers show willingness to accept the
alternative (by soliciting bids, using private networks, etc.), then the wire center (or services
offered within that wire center) could be reslotted into a Competitive Market Area ("CMA"),
and moved out of price caps regulation. Services in CMA's would come under Title II,
regulated as tariffed services.

Given the economic realities of this industry, under antitrust principles, the USTA
access reform proposal is uncontroversial and relatively moderate. Antitrust law instructs
that the existence of potential competitors in a market with growing demand and accessible
entry is sufficient to constrain market power, rendering the existence of actual competitors
unnecessary to the analysis. 4, Metro Mobile, 892 F.2d at 63; Brunswick, 6 F.3d at
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1422. USTA's plan, on the other hand, triggers streamlined regulation only after the
appearance of actual competitors. While the concept of "addressability" resembles the
antitrust notion of substitutability, because it asks whether customers have alternative supply
sources available, it actually is narrower than antitrust's supply substitution inquiry, which
takes account of "uncommitted entrants," among other things. USTA's plan does not take
account of implemented private bypass or IXC self-supply. Geographically, USTA's
proposal does not scope markets to account for the breadth of potential sources of supply
substitution for LEC services. ~,~, Ball Memorial Hospital, 784 F.2d at 1336.
Conventional antitrust market analysis, then, would result in the identification of broader
markets than the USTA approach implies.23 In TMA's in particular, USTA's plan does not
relax regulation as far as antitrust principles would suggest, given the abundant capacity of
the alternative supply (assuming a fiber network as the alternative), and given that interstate
access customers are sophisticated and not wedded to an incumbent. Nevertheless, by using
the Commission's existing zone structure as a starting point for IMA's, and focusing on the
competitive situation of individual wire centers, USTA's approach has the administrative
benefit of streamlining the sometimes cumbersome, market-by-market, defmitional process
that strict antitrust analysis would require. With its built in conservatism, USTA's pre
scoped market approximations thus present a workable mechanism for the Commission to
achieve the underlying goals of price caps without undertaking consuming case-by-case
market definition.

The USTA model would enhance LECs' incentives to operate efficiently in TMA's
and CMA's beyond the recognized incentives of existing price cap regulations. The more
LECs can reduce costs, the better able they will be to price competitively. At the same time,
LECs will be unable to "cross subsidize," because not-yet-competitive services would remain
subject to existing price cap restraints. ~, NPRM '14.24 See also, R. Schmalensee & W.

23 USTA's proposal could approximate an effort to identify discrete submarkets within a
larger economic market. Antitrust law counsels that "within [a] broad product [or
geographic] market, ... submarkets may exist which, in themselves, constitute product [or
geographic] markets for antitrust purposes." Brown Shoe, 370 U.S. at 325. One of the
recognized "practical indicia" of submarkets is "unique production facilities." lll. Wire
centers may approximate the sort of facility considered to indicate submarkets. The ability to
price discriminate among groups of customers is another factor that may point toward distinct
submarkets. ~ F.T.C. v. Owens-Illinois, Inc., 681 F.Supp. 27, 47 (D.D.C.), vacated as
!llQQl, 850 F,2d 694 (D.C.Cir. 1988). To the extent that LECs may be able to price
discriminate among groups of customers for different services or in different wire centers,
the USTA approach scopes relevant submarkets consistent with antitrust theory.

24 The NPRM notes: "[C]onsumers are protected from cross-subsidization by the
grouping of similar services in price cap baskets, which prevents a carrier from raising rates
in one basket and lowering them in another to the detriment of customers taking service in
the first basket...". NPRM, '14. The same principle applies if the Commission removes
competitive services from price cap regulation. Not-yet-competitive services remain within
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Taylor, Comments on the USTA Pricin& Flexibility Pro,posal, May 9, 1994, §III.C.2, filed
in CC Docket 94-1, with USTA's Comments. Likewise, under the USTA plan, predatory
pricing of LEC interstate access services is unworkable, because a prerequisite to converting
into a TMA or a CMA is the actual presence of a competitive provider. Given the durable,
immobile nature of such networks, the competing operator would continue to operate the
network providing non-interstate services. As soon as the LEC attempted to raise access
prices to supracompetitive levels to recoup short term losses, the competitor would simply
resume offering the subject services, thereby defeating the LEC's ability to recoup.25 !d. at
§ill.C.l. As a practical matter, the rivals whom LECs could attempt to eliminate through
predatory tactics may well be financially secure enough to sustain such tactics without exiting
the market. kL. at p. 15, n. 21. The overall benefit of the competition afforded by
USTA's proposed streamlined regulation of selected market segments (by geography and by
services within geography) will accrue entirely to consumers.

While USTA's approach provides a useable fix, the Transition Issues of the NPRM
suggest that the Commission may want to consider more comprehensively the scope of
economically meaningful markets for present and future regulatory purposes. The changing
nature of these markets likewise calls out for the Commission to go further and set a
regulatory course that the industry can follow to reduced regulation as the various sources of

the price caps structure, and a LEC cannot increase those rates to offset losses it may sustain
from low prices in competitive services. Stated differently, shifting costs from competitive
to not-yet-eompetitive services that remain under price caps will avail the LEC no benefit.

25 The Supreme Court recently confirmed that the ultimate recoupment of profits lost
from below-cost pricing is an essential prerequisite to a successful predatory pricing scheme.
Brooke Grou,p Ltd. v. Brown & Williamson Tobacco Corp., 113 S.Ct. 2578, 2588
(1993)("Recoupment is the ultimate object of an unlawful predatory pricing scheme; it is the
means by which a predator profits from predation. Without it, predatory pricing produces
lower aggregate prices in the market, and consumer welfare is enhanced. "). If a firm does
not have a reasonable likelihood of regaining lost profits, and achieving some additional gain,
by subsequently charging monopoly prices for a sustained period once it has driven
competitors from the market, then the firm has no economic motive to forego present profits.
Matsushita Bec. Indus. Co. v. Zenith RadiQ CQrp., 475 U.S. 574, 590-91, 597 (1986)(no
economic mQtive to engage in predatQry scheme unless firm can "maintain[] mQnopoly
power fQr long enQugh both tQ recQup ... IQsses and tQ harvest some additional gain. "). The
unlikely prospect Qf achieving such recoupment has led the Court to observe that, in practice,
"predatory pricing schemes are rarely tried, and even more rarely successful." Brooke, 113
S.Ct. at 2589,~, Matsushita, 475 U.S. at 589. Given that price predatiQn requires
future increase in prices to a supracQmpetitive level for recoupment purposes, evaluation Qf
its likelihood in a market is parallel to the analysis Qf market power that enables a firm to
price supracQmpetitively in the first instance. FQr that reason, this paper subsumes analysis
of predatory pricing conduct in its analysis of market power that permits anticQmpetitive
price increases Qverall.
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alternative technology impose more and more competitive pressure on LECs. Only in this
way can the Commission adequately navigate through the maelstrom that is sure to result
from the hectic pace of change in this industry. Only in this way can the Commission ensure
that it will not obstruct the competitive process by failing to adjust regulation as needed,
thereby causing LECs unwarranted economic injury and retarding economic progress.

As a basic premise, significant differences exist in the competitive profile between
urban areas and rural areas. In general, when a CAP enters into a metro-area (perhaps
scoped as an MSA) competition has arrived. Of course, the CAP builds out its network frrst
to the highest profit opportunities, "cream skimming" off of the LEes' inability to meet price
competition for high-volume customers. But, the fact that the CAP's network is not co
extensive with the LEC's network does not in any way minimize the significance of the
CAP's competitive impact city-wide. Once the CAP has invested its start-up costs and has a
presence in a metro area, it is committed there, and its ability to constrain LEC
anticompetitive pricing throughout the area is real. As soon as the LEC attempts to boost
prices unwarrantedly, the CAP can quickly take advantage of that profit opportunity and
defeat the LEC's increase. This ability is particularly true given the LECs' Expanded
Interconnection obligations. In view of that reality, some level of relaxation in regulation
may be appropriate on a city-wide basis, once a CAP is on the scene. Such an approach
more aptly reflects the breadth of competitive influence that CAPs present. ~~, Ball
Memorial Hospital, 784 F. 2d at 1336;~ al1Q.. Guidelines at §1.2 and §1.3. This idea
could dovetail with the USTA approach, with the former applying to lesser modifications of
the regulatory regime over a broader area and the latter (USTA) applying to more substantial
modifications, like removal from price caps altogether.

VII. Conclusions

U S WEST urges the Commission, in addressing the NPRM Transition Issues, to
follow the antitrust principles set forth above (and in Attachments 2 and 3 to U S WEST's
Comments) and map out a migratory path to streamlined regulation. That path should be
sufficiently flexible to account for the competitive effects of the ongoing industry
convergence. Specifically, the transitional structure first should avoid undue reliance on
faulty market share data and should recognize that an historically large market share in a
regulated industry is no indication of future market power. Second, the structure should
foster the competitive process, not distort it by shielding one set of competitors from another
through artificial protections (i&., requisite market share loss before LECs can compete on
the merits). Third, the framework should consider structural features that effect the potential
exercise of market power. One such feature is the substantial leverage that predominant
access purchasers wield over LECs. Another is the barrier to effective competition presented
by existing regulatory constraints, including geographic rate averaging and LEC tariff
obligations. Other key features are the market trends of expanding demand and rapid
technological change, which reduce the likelihood of durable market power and must be
factored in. Fourth, and perhaps most importantly, the structure should define the market
through examination of demand and supply substitution, with particular attention to the
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tremendous impact of potential competition in this high technology innovative market. By so
applying antitrust precepts that have worked throughout the last century to promote
competition in this country, the Commission can lead this industry into an era of robust
competition with the consequent economic growth and technological advancement.
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A Facility is "&sential" Only When Alternatives are Not Feasible

This paper responds to the NPRM's request, in Transition Issue 1c, for comment on
the propriety of classifying LEC services as "essential facilities." The essential facilities
antitrust doctrine is a limited exception to the general rule that a firm may decide unilaterally
whether to deal with others. The doctrine applies only when a firm with monopoly power
controls a particular asset, or scarce resource, access to which is imperative to the viability
of would-be competitors. In such circumstances, antitrust law imposes a duty to grant
reasonable access to competitors, where feasible.

Obviously, a firm's resource is not vital to competition if an alternative is available to
rivals from other sources. BaL, Flip Side Productions. Inc. y. Jam Productions. Ltd., 843
F.2d 1024, 1034 (7th Cir. 1988), km. denied, 488 U.S. 909 (1988). Nor is a resource
essential if competitors can operate effectively without it. To be essential, the desired
resource must be, not just helpful, but vital to competitive survival. P. Areeda & H.
Hovenkamp, Antitrust Law '736.2 at p. 723 (1989 Supp.)(citing cases). Thus, to establish
existence of an essential facility, the would-be rival must show more than inconvenience, or
even some economic loss; it must show that an alternative to the desired facility is not
feasible. 4, Twin Laboratories. Inc. v, Weider Health & Fitness, 900 F.2d 566, 570 (2d
Cir. 1990). This means the rival must show, not only that no alternatives presently exist, but
also that such alternative facilities cannot practically or reasonably be duplicated.11.&...,
Burris y. Panhandle E. Pipe Line Co., 935 F.2d 1469 (7th Cir. 1991)(access to defendant's
pipeline not essential because economically feasible for competitors to duplicate much of
system).

An alternative is not necessarily infeasible because it is more expensive. Although
expensive in absolute terms, the cost of duplication may be reasonable in light of transactions
and profits that would be facilitated. Florida Fuels. Inc. v. Belcher Oil Co., 717 F.Supp.
1528, 1533 (S.D. Fla. 1989) (Facility not essential where" ... construction of [the upstream
market's fuel] storage tanks and pipelines is expensive. But, as both parties note, the
[downstream South Florida bunker fuel] market is burgeoning and potentially lucrative....
The potential economic gains to be reaped from an investment are substantial. ").1 A
showing that access to a facility is merely 'more economical' than other alternatives is
insufficient to demonstrate essentiality. Florida Cities v. Florida Power & Li&ht, 525
F.Supp. 1000, 1007 (S.D.Fla. 1981). Similarly, the fact that a competitor could achieve
savings at the expense of the monopolist and its other customers is not enough to make a
facility essential. City of Anaheim v. Southern California Edison Co., 955 F.2d 1373, 1380

1 The court in Florida fuels traced its reasoning to MCI v. AT&T, 708 F.2d 1081 (7th
Cir.), &er1. denied, 464 U.S. 891 (1983), where "[t]he court's ruling II. that AT&T's private
long distance circuits were not an essential facility, contemplated that plaintiff should be
willing to expend hundreds of millions of dollars to compete with AT&T to duplicate its long
distance telephone service [given potential profits to be gained]." 14. at 1532.
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(9th Cir. 1992). Simply put, if a LEC facility can be duplicated without overwhelming
expense, it is not "essential."

The most extensive recent circuit court decision that describes the limits of the
essential facilities theory in the single-firm context makes clear that, to be "essential",
control of the facility must enable the owner to eliminate, not merely impede, competition.
Alaska Airlines. et al. v. United Airlines. et al., 948 F.2d 536 (9th Cir. 1991), mi. denied,
112 S.Ct. 1603 (1992)(reviewing and unifying significant single-firm essential facilities cases
(including MCI y. AI&D to determine that "[a] facility that is controlled by a single firm
will be considered "essential" only if control of the facility carries with it the power to
eliminate competition in the downstream market. "). Control of a facility that merely enables
the owner to gain a monetary profit at its rival's expense is not actionable under the antitrust
laws as causing injury to competition. }d. at 546. Thus, where a LEC cannot eliminate
competition by denying access, its service should not be deemed an "essential facility."

Alaska Airlines also makes clear that, for a facility to be essential, the elimination of
competition caused by denial of access to the facility must be "relatively permanent." Ida. at
544, fn. 11. (" ... a second condition that must be satisfied for a facility to be considered
'essential' ... [is that] the power to eliminate competition must not be momentary, but must
be at least relatively permanent. ").2 In an industry like telecommunications, with such
rapidly developing technology, a facility that was previously considered "essential" can
become non-essential relatively quickly. The Commission properly should consider, given
market conditions, whether denial of access from a LEC facility truly would stall competition
for a sufficient duration to deem the facility "essential."

The antitrust laws do not require that an essential facility be shared if such sharing
would be impractical or would inhibit the owner's ability to serve its customers adequately. II

Hecht v. Pro-Football. Inc., 570 F.2d 982, 992-3 (D.C. Cir. 1977),~ denied, 436 U.S.
956 (1978). For that reason, a monopolist need not deny its own use of its facility to grant
access to competitors. Kellogg, Thome, & Huber, Federal Telecommunications Law,
§3.2.1, kitini, Almeda Mall. Inc. v. Houston Li&htin& and Power Co., 615 F.2d 343 (5th
Cir. 1980), Wi. denied, 449 U.S. 870 (1980); see also City of Anaheim, 955 F.2d at 1381.
The facility holder's offer of a reasonable alternative type of access than that requested may
defeat a claim that access was denied to an essential facility. 4, Laurel Sand y. CSX
TranS., 924 F.2d 539, 544-5 (4th Cir.), Wi. denied, 112 S.Ct. 64 (1991). While a
prohibitively high rate charge, or unreasonable change in services provided, may constitute
constructive denial of access, the firm seeking access is not assured a profit. Rather, courts

2 Alaska Airlines here relied in part on Mel's discussion of the then-existing "virtual
impossibility of duplicating AT&T's local distribution facilities" to uphold the finding of
AT&T's local exchange network as an essential facility. Today, of course, technological
innovation has negated fully that "virtual impossibility." s.= Attachment 1 to U S WEST's
Comments at Section V.
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analyze the reasonableness of rates in the overall context of competition, not from the
claimant firm's perspective. kt. In determining whether competition should have access to
LEC "essential" services, the Commission properly should consider whether that access will
impair a LECs own use of the facility or ability to serve its customers.

The question of whether access is feasible essentially introduces into the analysis the
"business justification" concept found in other monopolization contexts. City of Anaheim,
955 F.2d at 1380 ("[feasibility] ...basically raises the familiar question of whether there is a
legitimate business justification for the refusal to provide the facility ... ".). In short, a
facility owner's legitimate business concerns can excuse its refusal to provide access. Bw:I»,
935 F.2d at 1469 (refusals to provide access can be justified by the owner's legitimate
business concerns). Efficiency enhancing measures that produce superior service, lower
costs, or otherwise improve operations can serve as reasonable business justifications, and
measures designed to avoid higher costs are tantamount to measures designed to lower costs.
kt. at 1483. Thus, two recent, concurrently-decided cases (both citing Alaska Airlines)
confirmed that a regulated utility has a valid business justification to refuse to provide access
to an essential facility where such access would increase its own costs and, consequently,
result in higher rates to the detriment of both its customers and the public interest in keeping
utility rates as low as possible. City of Vernon v. Southern California Edison Co., 955 F.2d
1361, 1365 (9th Cir. 1992), ~. denied, 113 S.Ct. 305 (1992); City of Anabeim, 955 F.2d
at 1379. Efficiency considerations, then, are also important to the Commission's
identification of circumstances in which competitors' access to LEC facilities mayor may not
be appropriate.

The major interconnection antitrust cases of the last decade uniformly accepted local
exchange networks as essential facilities, most without significant analysis on the point.3

Nevertheless, as the above discussion makes clear, "essential facility" status is largely fact
dependent, and the same asset may be essential under one set of facts and not another.
Indeed, these interconnection cases expressly recognized the technologically dynamic nature
of the telecommunications industry and predicted future contrary rulings on the essentiality of
the local exchange network. For example, in 1984, the court in Southern Pacific explained

3 U.S. v. AT&T, 524 F.Supp. 1336, 1353 (D.D.C. 1981)(Greene, J.)(denying AT&T's
motion to dismiss: "[I]t is clear that the local facilities controlled by Bell are "essential
facilities" within the meaning of [the listed] decisions... ".); Southern Pacific Comm. Co. v.
AT&T, 740 F.2d 980, 1008 (D.C. Cir. 1984), ~. denied, 470 U.S. 1005 (1985)("By using
its control over access to these essential facilities [local distribution network], AT&T had the
ability to extend its natural monopoly power in the market for local public switched
telephone service to the competitive market for intercity private line service." AT&T's
refusal to interconnect excused by legitimate business justification based on regulatory
policy); Litton Systems. Inc. v. AT&T, 700 F.2d 785, 811 (2d Cir. 1983), ~. denied, 464
U.S. 1073 (1984)(noting, in passing reference, that AT&T's control over local telephone
network is "a textbook example of a monopolist in control of an essential facility. ").
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that, in the foreseeable future, duplication of the local network by alternate technology would
become economically feasible, as follows:

"The local facilities can be duplicated by AT&T competitors, but it would not
be economically feasible at this time. Moreover, there is increasing
concern... that the new "bypass" technology would obviate the need for the
intercity carriers to interconnect with the local exchanges." 556 F .Supp.at
882, fn. 56 (emphasis added).

Likewise, the Seventh Circuit in Me expressly qualified the monopoly status of local
exchange service as follows: Given present technology, local telephone service is generally
regarded as a natural monopoly and is regulated as such." Mel, 708 F.2d at 1133 (emphasis
added). This language expressly anticipates a different conclusion at such time as
technological advances warrant. With the emergence of alternative wireline networks and
multiple wireless networks through new technology, that time now may have arrived. The
advent of fiber optic technology opened the competitive floodgates in the access services
segment, while radio services and new coaxial cable technology are doing the same for local
loop service. ~ Meltzer, et al., Federal Perspectives on Access Charee Reform, FCC Staff
Analysis, p. 17 - 18, April 30, 1993. CAPs and IXCs continue to deploy their own
switching and transport facilities. Dark fiber exists in abundance. In view of these and
other industry developments, the "essential facility" characterization of LEC network
elements should be narrowed appropriately.4

Not surprisingly, antitrust law tends to lag behind commercial reality. Elasticities
among goods and supply sources change and markets converge often long before reported
decisions reflect these differences. In addressing the NPRM Transition Issues, the
Commission can and should be in the forefront of delineating the breadth of these newly
emerging markets.

4 To the extent that competitors now have access to LEC facilities by regulatory fiat
Ut.&..., Expanded Interconnection), they do not need to create their own facilities in order to
compete effectively. .s= NPRM, 195, Transition Issue Ib(3), regarding the extent to which
competitors "have the facilities" to serve LEC customers.
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LECs Cannot Improperly Leverage Market Power into Other Markets

Transition Issue Ie seeks comment on the impact of LEC entry into "related
industries, I' such as cable TV, and RBOC entry into inter-LATA telecommunications. From
a market power standpoint, this raises the question of whether LEes could "leverage" their
existing market positions to advantage themselves against other competitors in these adjacent
markets.

Traditionally, of course, LECs have been regulated as natural monopolies (but~
Attachment 1 to U S WEST's Comments, p. 15, fn. 13 and accompanying text). Even if,
for the sake of this argument, LECs' networks are assumed to give LECs monopoly power,
that condition in no way means that LECs should be precluded from competing freely with
others in new markets. ~ Olympia Egpipment Leasine y. Western Union Tele,phone Co"
797 F.2d 370, 375-76 (7th Cir. 1986), ~. denied, 480 U.S. 934 (1987)("The lawful
monopolist should be free to compete like everyone else... "). See also Foremost Pro Color.
Inc. v. Eastman Kodak Co., 703 F.2d 534, 543-44 (9th Cir. 1983), ~. denied, 465 u.s.
1038 (1984)("A monopolist, no less than any other competitor, is permitted and indeed
encouraged to compete aggressively on the merits. ").

As recent antitrust decisions have explained, even if a firm can exploit its monopoly
position in one market to gain some advantage in adjacent markets, that conduct does not
necessarily result in injury to competition, as recognized by the Sherman Act. Specifically,
recent cases make clear that such "leveraging" is unlawful only if the competitive advantage
that the LEC gains would lead to a monopoly or "dangerous probability" of monopoly in that
adjacent market:

The anticompetitive dangers that implicate the Sherman Act are not present
when a monopolist has a lawful monopoly in one market and uses its power to
gain a competitive advantage in the second market. By definition, the
monopolist has failed to gain, or attempt to gain, a monopoly in the second
market. Thus, such activity fails to ... establish a violation .... Unless the
monopolist uses its power in the first market to acquire and maintain a
monopoly in the second market, or to attempts to do so £.i.&a., creates a
"dangerous probability" of doing so], there is no Section 2 violation. Alaska
Airlines. et ale V. United Airlines. et aL, 948 F.2d 536, 548 (9th Cir. 1991),
~. denied, 112 S.Ct. 1603 (1992).

In view of the existing structure of the cable TV and inter-LATA telecommunications
industries, it is difficult to imagine an advantage that a LEC could leverage that would create
a dangerous probability that it would monopolize either of those markets (to the extent that
they remain discrete markets). The interexchange business has three nationally strong,
established competitors. In the cable business, likewise, LECs would combat solid,
entrenched incumbents.
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Even if LECs could, as an economic matter, leverage their position, the existing
regulatory regime effectively precludes any such practice. As explained in Attachment 1 to
U S WEST's Comments, (p. 27, fn. 24 and accompanying test), the price caps structure
itself removes motives to shift costs of unregulated operations to the regulated side, because
increased costs result, not in higher caps, but in lower profits. So too, price caps stifle the
ability and incentive of LECs to leverage from not-yet-eompetitive services by instituting
price increases for those services to fund predatory pricing tactics in unregulated markets.
Additionally, the complete set of "equal access" obligations on LECs protects IXCs and
others from the possibility that LECs could diminish, for instance, interconnection quality.

In any event, as a real-world matter, LECs do not appear to have the ability to extend·
any monopoly power from their local networks into neighboring industries that they may
enter. The best evidence that LECs cannot so leverage their position comes from past and
present operation of actual markets. The historical absence of leveraging activity by LECs in
practice is well documented and presented in the recently released report by Dr. Peter W.
Huber, The Endurin~ Myth of the Local Bottleneck, pp. 63-76, March 14, 1994. There,
Huber details, market by market, concrete experience of LECs competing against other
fmns, in adjacent markets, including: interexchange services (corridors between New
York/New Jersey and Philadelphia/Camden); information services; -PBX; cellular service;
and public pay phones. In each instance, the evidence shows that the market has operated
without LECs gaining any anticompetitive advantage by leveraging their local network
market position. M. at Exec. Sum., p. vii ("In all of these markets, prices have dropped,
output has increased and competition is flourishing. "). If LECs had the ability to leverage
market power, surely, as profit maximizing actors, they would have done so, and by now
would dominate at least some of these markets. Thus, the Huber evidence tends to confmn
that LECs lack the ability to leverage market power into any other markets.

For that reason, to the extent that LECs enter markets that are competitive in and of
themselves, the Commission need not impose any selected regulation on LECs in particular.
In mature existing markets, like cable or inter-LATA services, LECs would serve as the
upstart entrant working to intensify competition. In newly emerging markets, all entrants
including LECs, would start with a clean slate and should receive like regulatory treatment.
Reduced regulation for LECs in competitive markets is workable for the added reason that
the Commission serves as a vigilant watchdog in the event that something goes awry in the
operation of market forces. Non-LEC competitors would have no hesitation to make the
Commission aware of any suspected market irregularities. Finally, those non-LEe
competitors always have available as a legal backstop a private right of action under the
antitrust laws. 15 U.S.C. §15.

II [F]ostering an environment where businesses fight it out using the weapon of
efficiency and consumer goodwill is what the antitrust laws are meant to champion. II U.S. v.
Syufy Entemrises, 903 F.2d 659, 669 (9th Cir. 1990). To the extent that the Commission
strives for like goals, it should not dampen the competitive spirit that may push LECs to
enter new markets by restricting their operations. In the absence of any evidence that LECs
can extend market power into adjacent businesses, the Commission should treat LECs no
differently than other contenders in those markets.
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EXECUTIVE SUMMARY

JANUARY 11, 1994

In recent years, many regulators have realized that rate-of-retum regulation is wholly
inappropriate for the telecommunications industry. A different approach is needed, as the
industry enters the Information Age. The FCC and state regulators have tried many different
versions of regulatory reform. Results have generally been successful. Incentive regulation
has been an appropriate step in the right direction. Further steps in the same direction could
yield much larger public benefits. To reap those benefits, regulators must avoid resting on
their laurels by simply fine-tuning existing plans. What is called for are bold new steps to
further regulatory reform.

This paper presents a vision of where regulation should be 5 years from now.
Because of inevitable procedural delays, progress must begin immediately if this goal is to be
achieved. The vision provides a compass for evaluating shorter-run reforms. We also
suggest some specific short-run reforms that would significantly move regulation in the
direction of our long-run vision.

GROWTH IN COMPETITION

Any plan for regulatory reform should anticipate and facilitate changes in the market
by providing appropriate regulatory flexibility. Local telecommunications is currently under
going profound changes that will revolutionize the industry structure. Removal of state and
federal regulatory barriers to entry is fueling growth in competition. Technological and
policy developments will strengthen the array of competing services. Competing access
providers (CAPs), cable and wireless services industries are already thriving and hold
excellent prospects for the future.
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CAPs have for some time succeeded in bypassing local exchange carriers (LECs) by
directly connecting private facilities to long-distance carriers. Now, by taking advantage of
new interconnection opportunities, they can offer switched access and local services as well.
With their established presence in most major markets and their substantial financial
resources, CAPs are poised for large-scale, head-on competition with LECs.

Competition from the cable industry will also intensify in the near future. The number
of homes passed and number of homes served by the cable industry have both grown rapidly.
Cable now has a large presence in residential areas. Increased use of fiber in cable networks
positions the cable industry to provide local exchange services at low incremental cost. The
recent spate of proposed mergers and other joint arrangements between LECs and cable
companies portends an acceleration of competition jointly by cable companies and out-of
region LECs.

The wireless industry will soon bring a vast new universe of competition to local
services. The rapid growth of cellular telephony demonstrates the popularity of mobile
communication. Advances in digital technology will allow additional capacity for increased
traffic. The FCC has adopted a policy of expediting Personal Communication Service (PCS)
deployment, and recently decided to increase the spectrum available for wireless technology
by four-fold. These and other developments (e.g., Motorola's sale of spectrum to Nextel) will
drive down the price of wireless service and equipment. We expect that within 10 years,
wireless services will provide reasonably-priced alternatives to LEC landline services. The
entire landscape of the telecommunications industry will be transformed as a result.

In sum, LEes will face increasingly potent competition. Growth of local-services
competition is likely to far outpace the early growth of long-distance competition.

EFFICIENCY INCENTIVES

Effective plans for refonn also must take into account the incentives for efficiency
under different regulatory scenarios. Under traditional rate of return regulation, the company
is allowed an opportunity to eam a "fair" return on operations. While providing some
benefits, this method of regulation significantly dilutes the :firm's incentives to be efficient.
Increased efficiency often requires difficult changes in established business and personnel
patterns. Without a sufficient financial incentive, such changes are unlikely to be made. Our
measurements indicate that rate-of-return regulation (with a one-year lag) affords only a small
percentage (about 14 percent) of the efficiency incentives that exist in unregulated competitive
markets. Greater incentives can be provided through alternative regulatory approaches.
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Current Price Caps. Direct price regulation is one alternative approach to rate-of
return regulation. Price regulation plans currently in operation typically last only 3 to 5 years.
The aggregate price level (for services not subject to streamlined regulation) is limited by a
price freeze or a predetermined formula. The allowable price level changes each year, in
accordance with the fonnula. However, the formula itself does not change during the term of
the plan. Price-regulation plans benefit customers through lower rates during the plan's tenn
(i.e., the consumer dividend). However, renegotiations at the end of the plan term sub
stantially dilute efficiency incentives. Moreover, the shorter the term of the plan, the more
are incentives diluted. In addition, some current price-cap plans incorporate a sharing
mechanism whereby prices are adjusted on the basis of the firm's earnings. Such plans are
hybrids between "pure" price caps and rate-of-return regulation. Such mechanisms further
dilute incentives and are counterproductive. We estimate that the current FCC hybrid price
cap plan for LECs provides less than 35 percent of the efficiency incentives that exist under
unregulated competition. Marginal efficiency incentives in the hybrid plan are only about 18
percent for a LEC whose earnings are in the sharing zone each year.

Potential Improvements. While current price-cap and hybrid plans are somewhat
better than rate-of-return regulation, substantial further improvement is possible and desirable.
There should be no earnings sharing mechanisms, and the term of the plan should be
lengthened to 8 to 10 years. Such a term optimizes the trade-off between the higher risk of a
long-term plan and the diluted incentives of a short-term plan. Significantly more'incentives
for efficiency could be preserved with these improvements than under current plans.

Streamlined Regulation in Selected Marlcets

Streamlined regulation in selected markets is another alternative approach to regula
tion. Under streamlined regulation, the firm must file tariffs. However, regulators do not (in
practice) regulate the finn's prices or earnings. Streamlined regulation provides the full
efficiency incentives of competition. Competitive and market pressures are relied upon to
limit market power of any firm.

The standard for streamlining regulation in a market should be whether customers who
constitute a sizable fraction of demand have reasonable alternatives. This standard is superior
to a test of market share, which has limited value as an index of market power, and may
create perverse incentives for providers.

Efficiency benefits are maximized when regulation in all appropriate markets is
streamlined. To that end, LECs should be allowed to disaggregate services to create
additional candidates for streamlining. Discretionary services, including new services that
supplement existing services, should be under streamlined regulation. Consumers can check
abuse of market power by cutting back purchases of discretionary services if prices are raised
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or quality declines. Balancing efficiency incentives versus risk, we estimate that the pricing
formula (for services not subject to streamlined regulation) should be renegotiated, if
necessary, every 8 to 10 years.

Some LEC markets (e.g., special access in some markets, primarily in large
metropolitan areas) should already be deregulated or subject to streamlined regulation.
Regulation of much of the transport market should be streamlined shortly after collocation is
implemented. Over the next several years, as competition becomes much more intense,
deregulation or streamlined regulation should apply to a sizable portion of LEC revenues.

IMPACTS OF INEFFICIENT PRICING

Future regulatory policy should mitigate the perverse effects of inefficient pricing
schemes that have been imposed by regulators in the past. These inefficient pricing schemes,
while perhaps useful in the past, are currently poor public policy. Their impact will become
increasingly counterproductive as competition intensifies during the next decade.

Inefficient pricing has been promulgated in two ways. One is through overpricing of
long-distance services (including long-distance access) in order to underprice local services.
This arrangement was implemented to achieve the goal of universal service. That goal has
long been achieved. Consequently, interstate access rates should no longer be burdened with
an inappropriately high level of support. Access rate reductions benefit a broad base of
consumers as long-distance rates are lowered. Lower long-distance access rates which reflect
actual cost of access would stimulate use of long-distance service and benefit consumers.
Efficiency improvements would be enormous. Additionally, inefficient pricing has the
drawback of encouraging entry of inefficient competitors. Even inefficient competitors can
easily undercut access rates that are padded by regulators to include noneconomic costs.
Access rates should be restructured before competitors, attracted by current inefficient prices,
make sizable investments. However, restructuring should follow a transition plan that is both
economically and politically acceptable. That plan should incorporate a mechanism for
contributions by competitors toward funding the inefficient pricing regime.

The other form of inefficient pricing is underdepreciation of plant. In high-tech
industries, plant value declines rapidly due to rapid obsolescence of high-tech equipment.
However, regulators have not allowed telephone companies to depreciate plant in pace with
the rapid decline in plant value. As a result, unregulated high-tech firms have much more
accelerated depreciation than telephone companies. The problem of underdepreciation has not
abated in recent years. On the contrary, it has been exacerbated slightly under current price
cap regimes. Regulators and companies should agree on an accelerated schedule for reducing
the regulatory book value of assets as part of a revised price-cap plan. Because the devalua
tion of assets would reduce reported earnings, regulators would (ceteris paribus) need to make
concessions elsewhere in the plan.
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Prices of services not subject to streamlined regulation will presumably have an
overall constraint. The LECs' freedom to restructure rates within that constraint will affect
perfonnance. Additional pricing freedom can yield additional benefits. Because the fum
itself is most knowledgeable about actual costs and market conditions, it is best able to set
rates efficiently. Recent economic analyses establish that, in the long term, a firm subject
only to an overall pricing constraint will tend to price efficiently. However, there may still be
a call for some limiting of pricing flexibility. Regulators may want to impose rules to reduce
barriers to competitive entry. They may also seek goals other than efficient pricing. For
example, regulators may seek moderation of politically sensitive rates, such as for low-income
residential customers, even at the expense of economic efficiency.

Price caps can best protect the several public policy goals of regulation by segregating
categories of services into relatively few "baskets" which are defmed primarily by degree of
competition. Each "basket" should be subjected to an appropriate level of regulation. To
maximize efficiency, the "baskets" should undergo annual review, to ensure that services are
categorized appropriately, as competitive conditions change. Each year, regulation would be
streamlined in additional markets, as competition intensifies.

VISION OF FUTURE REGULATION

The preceding analysis leads to our vision of where regulation should be in 5 years;
viz:

1. In markets where customers have reasonable alternatives to the regulated firm's
services, the services are deregulated or regulation is streamlined. In those
markets, the firm's prices and earnings are not, in practice, regulated. A
process is in place for quickly streamlining regulation in additional markets, as
competitive alternatives evolve. Within 5 years, many local exchange markets
are subject to streamlined regulation or deregulation. Within 10 years, a
sizable portion of LEC revenues are subject to streamlined regulation or
deregulation.

2. Services not subject to streamlined regulation are governed by price regulation
- not traditional rate-of-return regulation. During the term of the plan, the
regulated firm's prices are not tied to its earnings. The pricing formula is
renegotiated, if necessary, 8 to 10 years in the future.

3. Regulatory policies that promote inefficient pricing have been phased out to the
extent possible. Regulators do not attempt to hold long-distance prices
artificially high in order to underprice local services. Depreciation policies
ensure that the book value of plant approximates its economic value.
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4. Regulated finns have substantial flexibility to set individual prices, subject to a
few overall constraints. Price-cap constraints limit the overall level of prices.

Policymakers must start now to implement these policies over the next few years if the
United States is to be well-positioned to lead the world into the Information Age. If policy
makers delay even a few years in getting started - and then face lengthy procedural delays
- the required changes will involve substantial dislocations. Unnecessary costs will be
incurred, and the nation's technological progress will be retarded.
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